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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
GERBER, Judge: Respondent determ ned a $20, 244 defi ci ency
in petitioners’ 1994 incone tax. After concessions by
petitioners, the issue remaining for our consideration is whether
petitioners are entitled to a casualty | oss for earthquake danage

caused to a residence owned by them
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FI NDI NGS OF FACT

Petitioners resided at Monrovia, California, at the tine
their petition was filed. Petitioners, from 1989 through early
1999, owned real property |located at 3748 MIlitary Avenue, Los
Angel es, California (Mlitary property). The Mlitary property
was first listed for sale on October 1, 1993. Petitioners had
been using the Mlitary property as their personal residence up
to the tinme they began their attenpt to sell the property.
Petitioners began noving their furniture out of the Mlitary
property shortly after the Cctober 1993 |isting for sale.
Petitioners noved in with M. Pal os’ nother at sonme tine prior to
the January 17, 1994, earthquake, and, subsequent to the
eart hquake, noved into a newy purchased residence other than the
Mlitary property.

During 1993, petitioners comenced nmaking inprovenents and
repairs to the Mlitary property in order to enhance its
appearance and val ue for purposes of sale. The Northridge
Eart hquake occurred on January 17, 1994, and caused danage to
petitioners’ Mlitary property. After the earthquake,
petitioners continued to make inprovenents to the Mlitary
property and al so began to repair the danage caused by the
eart hquake. The inprovenents, as opposed to repairs from
eart hquake damage, appear to represent the significantly greater

portion of nore than $60, 000 in expenditures involving the
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Mlitary property. About 4 days after the Northridge earthquake,
petitioners rented the MIlitary property.

Petitioners filed a claimwth their property insurance
carrier with respect to the earthquake. The insurance adjuster
estimated that the repair necessary to address the earthquake
damage was $9, 221, an anount that was |ess than petitioners’
$9, 530 policy deductible for earthquake damage. Petitioners
consulted with a real estate conpany, seeking an opinion as to
the decrease in fair market value, if any, due to the earthquake.
The real estate conpany opined that the MIlitary property | ost
approxi mately $30,000 in value due to the earthquake. The
reduction in value was attributable to the actual danage and al so
to the safety issues that nay be perceived by potential buyers of
damaged ol der hones in areas prone to earthquake damage.

On their 1994 joint income tax return, petitioners, on
advice of their return preparer, clained a $25, 000 busi ness
casualty loss on the premse that the Mlitary property was held
for business or other incone-producing purposes; i.e., for rental
or sale at the tinme of the earthquake. Respondent determ ned

that petitioners were not entitled to a casualty | oss.
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OPI NI ON

Section 165(a)! allows a deduction for “any |oss sustained
during the taxable year and not conpensated for by insurance or
ot herwi se.” Al though an individual taxpayer’s business and
personal casualty | osses are deductibl e under section 165(c),
there is a distinction between them Casualty |osses incurred in
a business or other profit-seeking activity can be fully
deducti bl e, whereas personal casualty |osses are subjected to a
$100 excl usion and rmust exceed 10 percent of a taxpayer’s
adj usted gross incone. See sec. 165(h)(1) and (2). That
distinction is critical to petitioners because the Iimtations on
personal | osses may reduce or elimnate petitioners’ ability to
deduct a casualty | oss deduction. There is no dispute about the
occurrence of the earthquake, and respondent seens to agree that
petitioners had sone | oss; however, respondent contends that the
| oss was personal and was of an anmount that woul d not have
exceeded the threshold limtations.

First, we consider the anobunt of petitioners’ loss. A
casualty loss is the difference between the fair nmarket val ue of
the property inmmedi ately before and imedi ately after the

casualty. See sec. 1.165-7(a)(2)(i), Income Tax Regs.

1 Unl ess otherwi se indicated, section references are to the
I nternal Revenue Code in effect for the tax year under
consideration, and Rule references are to this Court’s Rul es of
Practice and Procedure.
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Deductions under the above-cited regul ation are, however,
“Il'imted to the actual loss resulting fromdamage to the
property.” 1d. An alternative approach to valuing a |oss from
damage to property is for a taxpayer to present evidence of
repairs to the subject property. See sec. 1.165-7(a)(2)(ii),
| ncone Tax Regs. |In that regard, a taxpayer nust show that the
repairs were made to restore the property to its precasualty
condition and not to inprove the property. See id.

In this case, petitioners provided evidence in an attenpt to
show t he effect of earthquake damage on the fair market val ue of
their property. The real estate agent’s opinion that the val ue
decreased by about $30,000 is in line with the $25,000 cl aim
petitioners made on their 1994 inconme tax return. The opinion,
however, was based on actual danage and al so on the safety issues
that nay be perceived by potential buyers of danaged ol der hones
in areas prone to earthquake damage. Under the above-quoted
regul ati on, however, petitioners’ claimwuld be |limted to the

anount of actual danmage. See id.; see al so Kananski V.

Comm ssi oner, 477 F.2d 452 (9th Gr. 1973), affg. T.C Meno.

1970-352; Pulvers v. Conm ssioner, 407 F.2d 838, 839 (9th G

1969), affg. 48 T.C. 245 (1967); Chanales v. Conmm ssioner, T.C

Meno. 2000- 33.
Petitioners also attenpted to show that the danage exceeded

$25, 000 by showi ng the extensive expense incurred in connection
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with their Mlitary property during the period precedi ng and
foll ow ng the earthquake. Petitioners’ evidence of actual
repairs, however, falls short of showi ng | osses from earthquake
damage i n excess of $9,221, the anount determ ned by petitioners
i nsurance conpany. It is difficult to delineate between anmounts
that were being used to renovate and i nprove and those that were
directly attributable to the earthquake. 1In addition, the
i nsurance conpany’s estimate that actual repairs attributable to
eart hquake damage were $9, 221 nmilitates against petitioners’
clains. W hold that petitioners have not shown that nore than
$9, 221 damage occurred fromthe earthquake.

Finally, we nust decide whether petitioners’ property had
been converted from a personal residence to business or incomne-
produci ng property prior to the tinme that earthquake damage was
incurred. Respondent contends that the record contradicts
petitioners’ claimthat the property had been converted to
busi ness (rental) or incone-producing property. W agree. The
parties have addressed this aspect of the case in two parts.
They di sagree as to whether petitioners no |longer resided in the
property and whether the property had been converted to business
or incone-producing property as of the occurrence of the January
17, 1994, earthquake.

The record reflects that petitioners started to nove

furni shings out of the Mlitary property begi nning in Cctober
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1993 and that substantial inprovenents and repairs were begun and
remai ned ongoi ng after that time and through the tinme of the
eart hquake. Petitioners’ evidence was sufficient to establish
that the Mlitary property was no | onger used as their personal
resi dence as of January 17, 1994.

Respondent also relies on a statenent that respondent’s
agent testified was made during the exam nation. The testinony
of respondent’s agent is as foll ows:

|’mnot sure if it was the first interview or the
second one. | did see * * * [petitioner] two tines,

once in his hone and once in the office after hours.

But | know we di scussed the earthquake because |
mentioned--1 believe |I nmentioned to hi mwhat happened

to us in ny home, and I know he said his furniture was

in the house and that he wasn’'t out of the house yet.
Petitioners and M. Palos’ nother, however, testified under oath
that they were no longer using the Mlitary property as a
residence by the tinme of the earthquake. 1In addition, with
extensive repairs underway at the MIlitary property begi nning
around October 1993, it is unlikely that petitioners remained in
t he house when other and better choices were available to them
Accordingly, we find that petitioners were not using the subject
property as their personal residence at the tinme of the
ear t hquake.

Respondent al so questions whether the Mlitary property was

held for sale or rent in such a manner as to be consi dered

busi ness or i ncone-producing property within the neaning of
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section 165. Property that is used as a taxpayer’s residence may
be converted to rental or other incone-producing property within
t he nmeani ng of section 165(a). See, e.g., section 1.165-9,
| nconme Tax Regs. (concerning the sale of residential property).
On that point, petitioners’ evidence did not show that the
property had definitively been converted to rental or other
i ncome- produci ng property at the time of the earthquake.

Ceneral ly, taxpayers nust do nore than nerely list their
residential realty to convert its use from personal to one which
woul d permt a |oss under section 165 that is not subject to the

[imtation of section 165(h)(1) and (2). See, e.g., Newconbe v.

Comm ssioner, 54 T.C. 1298, 1302-1303 (1970); Rogers V.

Comm ssioner, T.C Meno. 1965-8. Although petitioners had |isted

the property for sale and were continuing to nmake repairs to
enhance the property, sonme of their furniture remained, and the
property was |listed for sale rather than for rent. Petitioners
were able to | ease the property just 4 days after the earthquake
occurred, but these events are not sufficient to place them over
the threshold necessary to convert their personal residence into
property for which section 165(c)(1) or (c)(2) |osses would be
avai |l abl e. Accordingly, the $9, 221 casualty loss is subject to

the limtations of section 165(h)(1) and (2).

Deci sion will be entered under

Rul e 155.



